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CHAPTER I· 
THE PROBLEM AND ITS PRESENTATION 
One of the outstanding difficulties faced by the accounting profession 
during the more recent years is the fact that the corporation laws of the 
various states permit, and in some cases even sanction, practices which are 
at odds with accepted accounting principles and practices. The nature of 
this problem was expressed by William w. Werntz, formerly the Chief Account-
ant for the Securities and Exchange Commission. when he reported on the re-
sults of a study of the annual reports of a group of corporations which 
was undertaken by the Securities and Exchange Commission: 
Whatever an accountant's personal views may be about:the 
necessity or desirability of disclosure, it is apparent that 
management policy is the factor which determines the nature of 
the annual report. The Commission's experience has been that, 
unless accountants can point to legal requirements of good 
accounting standards, they are often unwilling or unable to 
insist on a position contrary to that of management on the ex-
tent of the disclosure which is desirable. Its (referring to 
the Commission) further conclusion was that accountants need 
and should have the support of statutory or adfuinistrative-Te-
q\irrements ~ goOd accountiiig.l - -
Such a divergence between the requirements of the law on the one hand and 
sound accounting principles on the other of'ten places the public account-
ant in t:lD. embarrassing position when a client cites a section of the stat-
utes in support of a desired action--which section and action is completely 
untenable from an accounting standpoint. 
Difficulties of a similar nature arise as a result of the accounting 
requirements of the various governmental units and agencies. Endless ex-
amples of such inconsistencies exist (one of which follows) because the 
laws and regulations of the various governmental units that have control 
over various phases of corporation business activity fail to recognize 
lo William w. Werntz, "Recent Developments in. Accounting," Accounting Re-
~· .XXII (April, 1947), p. 138. Italics own. 
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sound accounting principles and practices. One example of such conflicting 
policies was exhibited in the decision of the Securities and Exchange Com-
mission in the matter of the Brandy-Wine Company, which stated in part that: 
Statutory provisions in the state of incorporation ma.king 
values fixed by directors conclusive for certain purposes in the 
absence of fraud, cannot foreclose this Commission's inquiry as 
to the truthfulness of a statement that a corporation has received 
such services of certain value, reasonably determined, nor prevent 
such a statement from being tested for truth under the standards 
set by the Securities Act.2 
By its decision, the Securities and Exchange Commission ruled out the re-
quirements of the corporation code of the state of incorporation and applied 
its own regulations. 
The third, and final problem, from an accounting standpoint is the 
utilization of technical terms in the corporate statute. ln many instances 
terms carrying a definite connotation to the accounting profession are util-
ized in the law, but as they are used they do not reflect this particular 
technical meaning. Likewise, in some instances the sections of the code 
prescribe a particular method of treatment of some items, which treatment 
does not agree with present-day sound accounting practices. 
This study has been limited to the sections applicable to domestic cor-
porations as they appear in General and Foreign Corporation Acts of the ~tate 
of Ohio, as ammended, effective ~eptember 14, 1945. The sections applicable 
to corporations organized as nonprofit corporations have been omitted, along 
with the portion governing foreign corporations operating within the State 
of Ohio. This limitation has been made for two reasons: 
1. Accountants are primarily interested in the laws governing 
domestic corporations organized for profit, and 
2. The portions applicable to nonprofit and foreign corporations 
Decisions of the Securities and ~xchange Coim:dssion, Vol. I, No. 1, 
P· 135. 
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are essentially void of sections having any accounting impli-
cations not occurring in the domestic corporation statute. 
Within the portion governing domestic corporations those sections concerned 
nQt 
with dissolutions ha.ve been omitted as they are/or sufficient importance to 
be treated at considerable length as a separate topic. In addition, such 
an elimination permits development of the problem from one of the basic 
concepts underlying corporate accounting standards--the ngoing-concern 
theory". 3 
The study has been developed and is presented, insofar as possible, 
in a balance•· sheet order rather than the sequence existing in the statutes. 
The sections dealing with the requirements governing corporation reports 
and accounts are discussed at the outset to present a general survey of 
the code. The treatment of items included under the various balance-sheet 
headings, i.e., assets, liabilities, capital stock, and surplus, is dis-
cussed next, and the sections concerned with consolidations are treated 
last. This arrangement consolidate& the various sections applicable in 
each case, permitting a unified treatment and affording a clearer under-
standing of the subject. 
3. w. A· Paton and A· c. Littleton, "An Introduction to Corporate 
Accounting ~tandards," .American Accounting Association (1940), 
PP• 9-11. 
CHAPTER II 
REPORTS AND ACCOUNTS 
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The corporation statutes of the State of Ohio have certain requirements 
with respect to the records and accounts, and the reports of corporations to 
its stockholders. All corporations are required by Section 8623-63 to main-
tain correct records of their business transactions. All such records 'Which 
constitute those pertaining to "assets, liabilities, receipts, disbursements, 
gains, losses, stated capital and shares," together with any other accounts 
that are required or are necessary, shall be open to the inspection of every 
stockholder, or his properly appointed agent,1 at all reasonable times ex-
cept for an improper purpose.2 A stockholder requesting such an inspection 
is presumed to be acting in good faith unless the contrary has been proven 
by an officer of the corporation or its agent.3 Under Section 8623-127 
a corporation is punishable by fine for failure to maintain the required 
records and accounts, or without sufficient cause to deny a stockholder an 
inspection of the corporate records. 
The law also provides for penalties to the corporation and its personnel 
for the commission or omission of certain acts with respect to the records 
and accounts. Section 8623-123 provides that: 
Any person, being an officer, director, employee or agent of 
a corporation, who, •••• with intent to deceive •••• shall make or 
cause to be made •••• a false entry, or to remove, erase, alter, or 
cancel any entry from the corporate records •••• shall be personally 
1. The Cincinnati Volksblatt Co. v. tloff'meister, 62 o. s. 189. 
2. One form of improper inJtpection was determined in the case of the 
.American Mortgage Co. v. Hosenbaum, 114 o. s. 231, wherein the court 
held that a stockholder requesting an inspection for the purpose of 
embarrassing the corporation and to lessen the value of its assets, 
thereby causing a loss to the other stockholders, was improper. 
3. Development Co. v. Kennedy, 121 u. s. 582. 
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liable •••• to any person •••• for any and all loss or d~ge actually 
suffered and proximately resulting from such act. 
une of the provisions of ~ection 8623-1~8 requires that the treasurer, or 
some other fiscal officer required by the regulations, keep and maintain 
the required corporate accounts, and failure to do so after the filing of 
a ~Titten request by a shareholder, makes that officer liable for the pay-
ment of a fine to the shareholder for such refusal or neglect of duty. 
The Ohio code, while setting forth general requirements for the main-
tena.nce of the corporate records and providing for the assessment of penal-
ties for failure or refusal to comply with the statutes, does not predicate 
its requirements on sound ground. instead of requiring that the records 
and accounts be maintained in a manner consistent with sound accounting 
principles and practices, it is only necessary that the records be kept 
"correct•. One exception to this general provision is contained in Section 
8623-123b which states that directors are not liable for unlawful dividends 
"if in any case he followed what he believed in good faith to be sound ac-
counting; and business practice". l'here has not been incorporated in the 
statutes a definition of "correct", nor has any mention been made of who is 
to determine what is correct. In contrast to this the Securities and Ex-
change Connnission requires that "the independent accountants are required 
to state in their certificate whether, in their opinion, the accounts of the 
-- ---
registrants ~ ~ kept in accordance ~ accepted principles of account-
ing consistently maintained throughout the period covered by the report•.4 
It appears superfluous to state that similar wording should be substituted 
for the word "correct" if the statutes are to have any real meaning. 
4. B. B. Greidinger, "Accountihg Requirements of the Securities and 
Exchange Conunission", p. 423, The Ronald Press Company, New York, 
N. Y., 1940. Italics own. 
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There can be no valid objection to the inclusion of the various penalty 
sections in the code. All are based on the theory of willful neglect, delib-
erate attempts to commit damaging errors, or considered noncompliance with 
the statutes, and persons committing such acts should be made responsible 
under the law if the rights of stockholders, creditors,a.nd the public-at-
large are to be upheld. 
All corporations, except banks, are required to furnish their stock-
holders with a statement of profit and loss, a balance sheet, and a summary 
of the changes in surplus, for the period between the issuance of the last 
annual report up to a date not more than four months preceding the date at 
which the report is presented. These statements are to be certified by the 
"president or vice president and the treasurer or assistant treasurer, or a 
public accountant or a firm of public accountants".5 The nature of the 
certification is unique in that it requires that the aforementioned state-
ments "exhibit a fair view of the state of the corporation's affairs accord-
ing.!£~ books".6 The inference thus being that, first, the books be cor-
rect, although no basis for determining the correctness is stated, and, 
secondly, that the correctness be certified to be either the officers of the 
corporation, or a public accountant or public accounting firm. The first 
provision has been discussed in an earlier portion of this chapter, and while 
some of the statements contained in the previous objections apply equally to 
the second provision, further comment is mandatory. 
To permit officers of the corporation to prepare and submit the various 
statements to the stockholders without any audit by an outside source leaves 
the door open to an unceasing number of malpractices. In the interests of 
5. Section 8623-64, General and Foreign Corporation Acts of the State of 
Ohio, as a.mmended, effective September 14, 1945. 
6. Loe. cit. , Italics own. 
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present stockholders, prospective investors, the public-at-large, and in 
fairness to the management of the corporation, such an option should not 
be given the officers of the corporation. Past experience has borne out 
the merit of utilizing the services of an independent person, technically 
capable and responsible, to determine whether or not the records and accounts 
have been maintained correctly and that the statements prepared therefrom do 
"exhibit a fair view of the state of the corporation's affairs". In their 
book on Auditing, Bell and Johns list seven purposes of an audit; the more 
important of these are: 
General verification (as far as practicable) of the accounts 
of a business to determine its financial condition, its operating 
results, and/or the fiduciary integrity of those in charge--with a 
view to reporting thereon to the owners, stockholders, executives, 
boards of directors or trustees, securities exchanges, Securities 
and Exchange Commission and other governmental or regulatory bodies, 
receivers, present or prospective lenders, prospective investors or 
purchasers, creditors' committees, mercantile agencies, mortgage 
trustees, or any other interested parties. 
To determine whether funds of an organization have been properly 
accounted for and its affairs properly administered.... • 
To detect fraud. 7 
While these statements are referred to as purposes of an audit, they could 
be equally aoplied as advantages for an audit. That statements could be 
prepared which "exhibit a fair view of the state of the corporation's af-
fairs u without performing an audit presupposes the existence of a condition 
utterly beyond human capacities. To permit management to prepare and sub-
mit statements, and then to "certify" that they are correct is almost as 
illogical. In the final analysis management would be doing nothing but re-
viewing its own work, overlooking the errors and manipulations committed 
7. w. H. Bell and R. s. Johns, Auditing, rev. ed., pp. 1-2, Prentice-Hall 
Inc., New York, N. Y., 1941. 
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during the period, and then placing its own seal of approval on its actions. 
In such a situation, assuming the complete honesty of all individuals con-
cerned, the three purposes of an audit stated above could not be as satis-
factorily accomplished as through the services of an independent person 
trained in the profession of accountancy. The Securities and Exchange Com-
mission requires that statements submitted to it be certified by an inde-
pendent public accountant, and section {b) of Rule 650 of the General Rules 
and Regulations of the Securities Act of 1933 states that: 
The Commission will not recognize any certified accountant 
or public accountant as independent who is in fact not independent. 
An accountant will not be considered independent with respect to 
any person in whom he has any substantial interest, direct or in-
direct. or with whom he is connected as an officer, employee, pro-
moter, underwriter, trustee, partner, director, or person perform-
ing similar functions. 
Thus in effect the Commission requires that the statements be certified to 
by a person trained in the principles and practices of accounting, and 
further provides that he be entirely independent of the corporation whose 
statements he has prepared. Only by a similar requirement in the corporate 
statutes can all interested parties be assured of a competent, unbiased, 
and fair report of the status of the corporations' affairs. 
CH.APTER III 
ASSETS 
The law with respect to corporate assets in the Ohio corporation code 
is very limited, and falls within two classifications. The first pertains 
to those sections of a general nature, while the second may be regarded as 
those sections having a specific application. Any discussion of assets, 
therefore, must be arranged in a similar manner if it is to be worthwhile. 
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Sections of a general nature are those which embrace all assets, with-
out directing attention to any one asset (or asset account), or group of 
assets. Being of an all inclusive nature they are primarily concerned with 
the corporations powers with respect to assets. 
Corporations are empowered by ~ection 8623-8 to "purchase, acquire, 
hold, convey, lease, mortgage or dispose of property, real or personal, 
tangible or intangible". Although no limitations are contained in the 
statutes regarding the method of obtaining assets, there are several re-
strictions upon the manner in which corporations may dispose of their assets. 
~ection 8623-65 requires that any action taken by the board of directors to 
dispose of the entire assets of the corporation shall require the approval 
of at least two-thirds of the voting power of the corporation, or the vote 
of such other proportion which may not be less than a majority, or a vote 
by classes of stock, as the articles may require, at a stockholders' meet-
refer 
ing specifically called for such a purpose. The voting requirements do no1/ 
to the number of voting shares represented at the shareholders' meeting, 
but to the entire voting power as represented by the shares of stock out-
standing which are entitled to voting rights.l Minority shareholders, re-
1. Attorney General Opinions, 1930, No. 2235. 
-10-
gardless of their right to vote, are entitled to obtain relief from such 
a disposition of the entire assets of the corporation. Section 8623-66 
provides that any action to set aside such a conveyance of the entire as-
sets for noncompliance with the requirements of the preceding statute must 
be filed within ninety days after the transaction has occurred, otherwise 
the right of contest shall be barred forever. It is these two sections 
which authorize the transfer of assets from one corporation to another in 
the case of consolidations and mergers. This subject is treated in detail 
in a later chapter devoted specifically to consolidations. 
It is not the intention of the above two sections of, the statute to 
prohibit or restrict the corporation in disposing of its assets without the 
requisite stockholder approval, as such action may be undertaken so long as 
the following two requirements are fulfilled: 
1. that any disposition of the assets does not limit the corporate 
business, and 
2. that the proceeds of such disposition be used in the conduct or 
development of the remaining business of the corporation. 
Thus, the corporate officers may acquire, hold, and dispose of assets, in 
the name of the corporation, in the ordinary course of business without ob-
taining the approval of the stockholders so long as the entire assets are 
not conveyed. 
The statutes of a specific nature are those applying to particular 
asset items or groupings. The development of the material relating to the 
specific statutes is developed in the same sequence as is prescribed for the 
corporate balance sheet: current assets, investments, tangible fixed assets 
and intangible fixed assets, and deferred charges. 
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With the possible exclusion of temporary investments, the oode does 
not contain any sections particularly concerned with current assets. In-
sofar as temporary investments might be affected by the provisions of the 
law pertaining to investments, depending upon the circumstances surround-
ing such investments in a given corporation, it is deemed advisable to make 
this exception. 
Corporations have been granted the power to "purchase, acquire, sub-
scribe for, guarantee, hold and dispose of the shares, bonds and other evi-
dences of indebtedness, or contracts, of any corporation, domestic or for-
eign", by Section 8623-8. This clause provides the authorization for some 
of the items which the accountant classifies as investments of either a 
temporary or fixed nature. In addition, it authorizes one corporation to 
obtain an interest in an other corporation, even to the extent of complete 
ownership. This latter form of corporate o'Wllership was at one time pro-
hibited under the Ohio statutes. 2 The voting power of stock of one corpor-
ation held by another corporation is provided for in Section 8623-52 which 
permits the president, vice-president or secretary of the corporation own-
ing such shares to vote the stook. However, this power may be given to 
another source by a provision in the articles of incorporation, or the by-
laws of the board of directors or the executive committee. 
A corporation may make loans to officers or directors " ••• in the or-
dinary and usual course of the business of the corporation and on the or-
dinary and usual terms of payment and security". In addition, Section 
8623-123a also provides that "Any officer or director of a corporation who 
shall knowingly violate the provision of this section shall be liable to 
2. T. Walker, Introduction to American Law, (revised by c. Bates) 11th 
Ed., Little, grown and co., Boston, 1905, P• 242. 
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the corporation for the amount of the loan. advance, overdraft or with-
drawal, together with interest at six per centum per annum, until the 
same shall have been paid". These two provisions would place a responsi-
bility not generally recognized upon the public accountant perfonning an 
audit of an Ohio corporation. He would be required to tletermine whether 
any preference had been given to an officer or director of the corpora-
tion in negotiating a loan, and if such a favor has been granted he must 
determine the interest receivable as prescribed by the law. Reference to 
standard accounting texts does not reflect any such possibility because 
this is definitely a principle of law having a decided bearing on corpor-
ations organized under the Ohio statutes. 
While corporations are permitted to acquire property through purchase 
for corporate purposes by the usual methods, i.e. cash, or a cash substi-
tute such as bonds, notes, etc., the acquisition by an exchange of stock 
presents a problem which is treated in two sections of the law. Section 
8623-22 provides for the payment of shares by "other property. real or 
personal. tangible or intall.gible, actually conveyed or transferred to the 
corporation for its use and lawful purposes. "thereby authorizing a corpor-
ation to accept a fixed asset in payment for shares. The method of valuing 
assets acquired in this manner is set forth in Section 8623-25 which states 
in part 
Any determination of the fair value to a corporation of proper-
ty other than money only •••• shall be conclusive in any suit, action 
or proceeding in which it is claimed that the fair value to the cor-
poration of such property other than money is or was less than the a-
mount of consideration for which the shares were authorized to be 
issued •••• unless the party asserting such claim shall affirmatively 
prove by clear and convincing evidence, and otherwise than by prov-
ing the difference between the value of such property and the amount 
so determined, that such determination of value was knowingly and 
intentionally made and fixed at an amount known to the parties making 
the same to be greater than the fair value of such property to the 
corporation. 
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••• held to be a determination that such oonsiderations have a 
fair value to the corporation equal to the amount of consideration 
for which suoh shares were authorized to be issued • 
.An analysis of the foregoing reveals that a corporation through the action 
of its board of directors can acquire property by transferring stock in any 
amount it determines to the awner of such property. It is practically 
impossible for the stockholders or creditors to set aside such a transfer 
unless fraud can actually be proven. and even this would be difficult, in 
light of the provision that such assets are of ~ particular value to the 
corporation. Under the Ohio law a corporation could,therefor.give stock 
having a par or stated value greatly in excess of the cash or market value 
of an asset, and record the value of the asset at the inflated amount. A 
building having a market value of $25,000 in the hands of an individual, 
would, upon exchange for shares having a par or stated value of $50,000, 
have a value of •so.ooo on the books of the acquiring corporation regard-
less of the market value of the securities at the date of transfer. That 
such a basis of valuation is inconsistent with good accounting practice can 
be seen in light of the following statement from Introduction to Corporate 
Accounting Standards by Paton and Littleton: 
Neither par value nor stated value of capital stock can 
be assumed to express actual cost. The proper measure of 
actual cost •••• is the amount of money which could have been 
raised through the issue of the securities.3 
The amount representing the difference between the actual cash or market 
value of the securities given in exchange for the asset, and the value 
assigned to the securities by the board of directors, is a form of over-
valuation which in actuality represents a disoount. The fixed assets ac-
quired through such an exchange must be carried at the "implied cash cost"4 
3. w. A· Paton and A. c. Littleton, An Introduction to Corporate Accounting 
Standards, .American Accounting Association, 1940, P• 27. 
4. Ioc. cit •• P· 28. 
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of the securities issued therefor in order to comply with good accounting 
principles. Another method of determining the valuation to be placed on 
assets acquired through an exchange of stock is 11to obtain an appraisal 
of the property by a competent and responsible appraisal company".5 
The board of directors may issue no-par stock for a consideration 
other than money ev~n though the fair value of the consideration is not 
known at the time of issuance. ~f the amount of consideration is to be 
allocated between stated capital and surplus, the board of directors must 
state the amount to be allotted to stated capital at the time of issuance, 
but may wait until the fair value of the consideration has been ascertained 
to determine the amount to be allotted to surplus. 6 Fair value as used here 
does not necessarily imply fair market value but means fair value to the 
corporation. 
Where intangibles, such as patents, trade marks, etc., have been ac-
quired through purchase by stock, the assets should be valued at cost which 
may be determined either by using the fair value of the stock or the fair 
value of the asset acquired, whichever value is more clearly prominent. 7 
Accepted accounting procedure also requires that if there is a mixture of 
tangible and intangible assets, an allocation should be made between the 
various tangibles and intangibles acquired insofar as sucn allocation is 
possible. 8 The accomplishment of such an allocation should be based on 
an independent and reliable appraisal. 
5. w. T. Sunley and w. J. Carter, Corporation Accounting, The Ronald r-ress 
Company, New York, 1944, p. 46. 
6. ~ection No. 8623-17 
7. American !nstitute of Accountants, Committee on Accounting Procedure, 
Bulletin Ho. 24, p. 198. 
8. Loo. cit. 
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the board of directors of a corporation has the power to revalue as-
sets without obtaining approval of the stockholders or utilizing the ser-
vices of an independent, competent, and responsible appraiser or appraisal 
firm. Authorization for such revaluations is contained in ~action 8623-38 
which states that: 
Whenever the board of directors of a corporation shall be of 
the opinion that its assets, including p~tents or goodwill, ha-ve a 
fair value to the corporation, in excess of the amount at which 
they are carried on its books, and shall determine the amount of 
such fair value, it may order all or a part of the fair value so 
determined to be entered on its books and thereby create an ex-
cess of assets. 
At the present time the question of cost vs. appraisal values is a highly 
controversial subject within the accounting profession. the American 
Accounting Association is of the opinion that no basis other than cost is 
acceptable for the valuation of aseets,9 while the American institute of 
Accountants, through its Committee on Accounting ¥rocedure, has expressed 
the opinion that cost should be the basis of valuation, out where a reval-
uation of assets has already been effected such appreciation should be 
recognized by the accountants. 10 Numerous writers have accepted, with 
some limitations, the appraisal or revaluation basis of accounting for 
assets.11 nhere such acceptance has occurred, however, it has been premised 
upon an independent and honest appraisal of the assets. in view of the 
fact that cost alone has been the basis of valuation considered accept-
able up to the present, although there is a decided movement toward giving 
effect to appraisals, it should remain the one acceptable basis until it 
has been disproven. 
9. "Accounting ~rinoiples underlying Corporate Financial ~tatements", 
Accounting neview, June 1941, PP• 133-139. 
10. Alllerican institute of Accountants, Committee on Accounting Procedure, 
~ulletin ~o. 5. 
11. ~·or a discussion of this topic see, H. A· Finney, Principles of Ac-
counting--intermediate, 3rd Ed., Prentice-Hall, New York, 1946, 
PP· 045-359. 
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~he board of directors acting as a group at a meetingl~ are empowered 
to pledge the corporate property, either real or personal, to secure a 
liability of the corporation.13 Such power may be delegated to the offi-
cers of the corporation through the articles of incorporation, but in the 
absence of such an expression of authority they are not empowered to act 
by virtue of their office alone. 14 The public accountant in performing 
an audit of an Ohio corporation must not only note which assets, if a:n.y, 
have been pledged as security for any liability, but must satisfy himself 
regarding the legality of such a guarantee. 
~he costs incurred by a corporation during the organization stages 
may be included among its assets and may be written off over the ensuing 
periods. One item of organization expense which corporations may recognize 
under Section 8623-G9 which is specifically set forth in ~action 8623-lo 
is stock discounts computed in the following manner: 
A corporation, by action of its board of directors, subject 
to preemptive rights, if any, of shareholders,ma.y also, for the 
purpose of marketing shares, issue and sell shares having a par 
value at such discount from the par value thereof as would amount 
to or not exceed reasonable oompensation for the sale of under-
writing of such shares, which discount shall be treated as cost of 
organization or financing. 
This provision is objectionable for several reasons; first, it recognizes 
a purely hypothetical cost as an asset--the issua:n.ce of par value shares 
at a discount which would not exceed the cost of selling, underwriting, 
etc., of such shares if such stock selling or underwriting expenses had 
been incurred; secondly, it permits stock discount to be shown as an asset 
by including it among the organization expenses; and finally, in effect it 
12. Stovall v. Shafer, 9 o. L. A., 699. 
13. ~action 8623-73, ueneral and ~·oreign Gorporation Acts of the ~tate of 
Ohio. 
14. Loe. cit. 
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authorizes the amortization of an organization expense that in reality 
is a stock discount. That such a difference as computed under the above 
terms in actuality represents stock discount is beyond question. Accepted 
accounting practice does not permit the showing of stock discount as an 
asset, nor provide for its amortization. If the corporation does not 
contemplate collection of the amount of the discount and it desires to 
remove the a.mount from its books, the best method is by a legal reduction 
of its stated capital to the amount actually paid inl5 
15. Accountants' Handbook, w. A. Paton, ~ditor, Ronald Press Company, 
New York, 1943, p. 999. 
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CHAPTER IV 
LIABILITIES 
Corporations have been granted the power to borrow money and to issue, 
sell, and pledge bonds or other evidences of indebtedness. A portion of 
Section 8623-8 provides that: 
Subject to any limitations or restrictions which may be im-
posed thereon by the articles, every corporation shall have the 
authority to ••• borrow money and issue, sell or pledge bonds, prom-
issory notes, bills of exchange, debentures, and other obligations 
and evidences of indebtedness payable at a specified time or times, 
or payable upon the happening of a specified event or events, 
whether secured by mortgage, pledge or otherwise, or unsecured. 
The authority to perform such acts as specified above has been delegated 
to the board of directors by Section 8623-73 which states that: 
The board of directors may authorize any mortgage, deed of 
trust or similar instrument on all or any part of a corporation's 
property, real or personal, for the purpose of securing the pay-
ment or performance of any contract or obligation. Unless the 
articles otherwise provide, no vote or consent of shareholders 
shall be necessary to authorize such action by the board of 
directors. 
No attempt has been made to differentiate between current and fixed liabili-
ties in the above two sections. Since the former section grants the authority 
to incur obligations, and the latter section requires the action of the board 
of directors with respect to what the accountant classifies among the fixed 
liabilities, it is presumed that the officers have the authority to incur 
liabilities ordinarily considered as current. The requirements of the code 
with respect to the records and accounts as pertaining to liabilities were 
discussed in Chapter II and no further discussion is deemed necessary. 
The board of directors has the authority to permit the holder of any of 
the corporations obligations to convert such claims into shares of any author-
ized class or classes of shares, upon whatever terms and conditions they may 
negotiate, if the following conditions are m.et: 1 
1. Section 8623-76 
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l. that the shares to be converted are not subject to preemptive 
rights if issued for cash, in which case the vote or consent of 
the shareholders or classes of shareholders to waive or release 
the preemptive rights must be obtained, and 
2. that the corporation shall have sufficient authorized and unissued 
shares to satisfy the conversion rights, and 
3. that the obligations shall not be of greater value than the ag-
gregate par value of the shares to be issued, unless the differ-
ence is transferred from surplus to stated capital or otherwise. 
The first two conditions are not of significance in connection with a dis-
cussion of liabilities, but the third provision is worttwof comment. 
Assume that ~10,000 face value of 10-year convertible bonds were issued at 
105 and a~er five years the bondholder desires to convert them to p~r value 
shares in accordance with the agreement. The UI18lllortized premium on bonds 
at that date (using the straight line method) would be $250, leaving a re-
maining liability2 of tl0,250 on the bonds. The corporation to comply with 
the above section must transfer $250 from surplus to stated capital. The 
corporation would show the shares issued to the bondholder at par plus the 
amount transferred from surplus, or $10,250 instead of $10,000 as required 
in another section of the law. Accepted accounting procedure, however, 
would provide the following treatment: 3 
1. extinguishment of the face amount of the obligation by the 
issuance of the requisite shares at par, and 
2. Many factors other than those presented in this illustration affect the 
conversion point. ~implicity has been employed for effectiveness, and 
it is not intended to leave an impression that the net liability retired 
is consisted solely of the face amount of the obligation plus the UnalllOr-
tized discount. 
3. Accountant's Handbook, Third Edition, w. A· Paton, ~ditor, The 
Ronald Press Company, New York, 1943, p. 968. 
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2. transferring the unamortized premium on bonds to "Premium on 
Capital Stock" which would appear in the ~aid-in ~urplus 
section of the balance sheet. 
Comparison of the above two methods reveals that the prescribed treatment 
is contradictory from the standpoint of the law itself and is not in agree-
ment with accepted accounting practice. 
One of the features of corporate organization is the limited liability 
of stockholders to creditors. There are several specific provisions in the 
uhio corporation code granting some rights to creditors. 
Section 8623-28 provides that a creditor of a corporation may bring 
action to reach and apply the shareholders debt to the corporation arising 
out of his subscription contract to purchase stock only after 
(a) final judgement shall have been rendered against the corporation 
in favor of such creditor, or 
\b) the corporation shall have been adjudged bankrupt, or 
(c) it shall have made a general assignment for the benefit of 
creditors, or 
(d) a receiver shall have been appointed to collect debts due to 
it, or 
\e) it shall have been dissolved, no more than one year after the hap-
pening of any one of such events. 
There are two qualifications attached to the above provisions, first, Section 
8623-24 provides that: 
The holder of a certificate for shares purporting to be fully 
paid and non-assessable, who is without actual knowledge of the non-
payment of the full amount of consideration therefor, shall be under 
no liability whatsoever in respect thereof, 
and Section 8623-30 provides that a certificate for shares shall not be 
issued until it is fully paid. In view of the above it appears that, in 
general, any shares which have been issued are considered to be fully paid 
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and nonassessable. 
A corporation shall not "declare or pay a dividend in cash or other 
property when there is reasonable ground for believing that is unable or, 
by the payment of the dividend, may be rendered unable to satisfy its obli-
gations and liabilities".4 Any director who through wilful negligence 
shall authorize the declaration of an unlawful dividend is jointly and 
severally liable to the corporation for the full amount of the dividend 
plus interest at six per cent until the amount has been paid.5 A creditor 
may bring action against the corporation to reach and apply any debt or 
liability arising from an unlawful dividend declaration within two years 
after the happening of one of the events specified on the preceding page~ 
Creditors, insofar as they are purchasers, owners or pledgees of bonds, 
notes or obligations of a corporation can seek recovery of their claims against 
any person or persons, being an officer, director, employee, or agent of a 
corporation, that made or caused to be llla.de a false entry in the corporate 
records which resulted in a loss or damages to them. Any claim for damages, 
however, must be brought within four years a~er the false entry was made if 
it is to be effective. 7 
In the final analysis the corporation acts are concerned with liabili-
ties only to the extent of la) granting the authority for corporations to in-
cur liabilities, \b) providing for the conversion of obligations to stock, 
and lo) setting forth a few very limited and specific provisions with respect 
to the rights of creditors. The many controversial questions pertaining to 
the treatment of bond discount and premium, interest payments on notes and 
4. ~ection 8623-38 
5. Section 8623-123b 
6. ~ection 8623-123c 
7. Section 8623-123 
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other obligations, and the many quest:io ns arising in connection with refund-
ing have been rightfully excluded from the code. 
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CHAPTER v. 
CAPITAL 
The Ohio Corporation Code dO'es not contain a definition of the term 
Capital although it does designate several requirements with respect to 
its treatment. ~very corporation shall set forth in its articles of in-
corporation the amount of capital lwhich may not be less than five-hundred 
a body 
dollars) with which it will begin business. 1 while a corporation becomes/ 
corporate upon filing the articles of incorporation with the Secretary of 
State,2 it is not authorized to commence business until the amount of 
capital specified in the articles has been paid.3 If a corporation does 
begin business prior to the receipt of the required amount of paid-in 
capital the directors are jointly and severally liable for the difference 
between the amount required and the amount actually paid in.4 Other than 
these few regulations the law does not contain e.ny references to capital, 
but considerable emphasis has been placed on the term "stated capital" 
throughout the code. 
A definition of the term stated capital has been given by setting 
forth the method of computation. The amount of stated capital of a corpor-
ation at any particular time shall be equal to the alllOunt determined under 
~action 8623-37 which provides that 
(2) The stated capital of a corporation, all of whose outstand-
ing shares are with par value, shall be the aggregate par 
value thereof. 
l3) The stated capital of a oorporation, all of"V'hose outstanding 
shares are without par value, shall be the sum of, 
1. Section 8623-4 
2. ~action 8623-7 
3. Section 8623-13 
4. Section 8623-121 
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la) the aggregate of the amounts of consideration for 
which shares without par value at any time out-
standing were issued, less the aggregate of the 
amounts thereof allotted to paid-in surplus, and 
lb) the aggregate of such amounts as may have been 
transferred from surplus to stated capital as 
provided in this section, less the aggregate of 
the amounts of reductions or stated capital made 
in any way authorized by this act. 
l4) The stated capital of a corporation having outstanding shares 
both with and without par value shall be an amount equal to 
the aggregate or the amounts of stated capital determined as 
provided in subdivisions 2 and 3 of this section. 
This section further provides that the stated capital of a corporation shall 
not be less than five hundred dollars and shall appear on the books of the 
corporation. 
Stated capital is a legal concept which has been given some measure of recog-
nition by accounting practice. The very nature of the method of presenting 
the capital section of the balance sheet is indicative of this acceptance. 
One authority considers stated capital as a "mathematical limitation", very 
similar in nature to authorized capital in that it is "fixed and immutable 
save by the omnipotence of sovereignty".5 Paton has expressed the judgement 
of many accountants in recommending the elimination of the paid-in surplus 
and reflection of the consideration actually received in the capital stock 
outstanding section of the balance sheet.Q Since the primary purpose of the 
use of the stated capital device is to assure the maintenance of a minimum 
value of assets for the benefit of creditors, stockholders, and others, it 
would appear that the latter recommendation more clearly emphasizes this 
position. Thus, a corporation having 1,000 shares of $100 par value out-
standing which were issued in the following manner: 
5. H. R. Hatfield, "Accounting Principles and the Statutes", Journal of 
Accountancy, August 1934, P• 90. 
6. w. A· Paton, Advanced Accounting, MacMillan Company, New York, 1941, 
PP• 506-507. 
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500 shares at 105, 250 shares at 100, and 250 shares at 95 would show 
the following presentation in its balance sheet. 
Capital Stock Outstanding (l,000 shares, par value $100) $101,250. 
One of the chief disadvantages for such procedure (if it can be termed a 
disadvantage) is that Paid-in Surplus does not exist as a buffer to absorb 
any future losses, or to be used to meet dividend payments on preferred 
stock.7 The classification of the amount paid in by shareholders into two 
categories does not lessen the possibility of losses or minimize their 
effects. The payment of dividends out of paid-in surplus is objectionable 
from the outset as it is really a distribution of capital rather than of 
earnings and any attempt to consider it as a dividend is pure fiction. 
The term "outstanding shares" as used in the Ohio code with respect 
to stated capital includes treasury shares and subscriptions to shares. 
A corporation could meet the requirements of the law almost completely 
with treasury shares. If a corporation had assets of $100,000, liabilities 
of $50,000, 1,000 shares of par value stock authorized and outstanding with 
each share having a par value of $25, and an earned surplus of $25,000, it 
would present the following abbreviated balance sheet prior to repurchasing 
its own shares: 
Assets $100,000 
$100,000 
Liabilities 
Capital Stock 
Earned Surplus 
$ 50,000 
25,000 
25,000 
$100,000 
Assuming that its cash position is satisfactory and compliance with the other 
sections of the code has been effected, the corporation by action of the 
7. Accountants Handbook, w. A· Paton, Editor, The Ronald Press Company, 
New York, 1943, PP• 996-997. 
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board of directors and with the requisite stockholder approval, could re-
purchase a portion of its capital stock outstanding. If it decides to ac-
quire half of the shares outstanding the following statement would result: 
Assets $87,500 Liabilities 
Capital Stock 
Lesss Treasury Stock 
Outstanding 
Earned Surplus 
$87,500 
$25,000 
12,500 
$ 50,000 
12,500 
25,000 
$ 87 ,500 
Although proper accounting procedure would arrive at the above balance 
sheet and capital stock outstanding, the law by permitting treasury shares 
to be classed as outstanding shares permits stated capital to be retained. 
In view of such a provision, stated capital may be said to be composed of 
two elements: capital stock issued and outstanding in fact, and treasury 
shares. Sunley and Carter in discussing this point state: 8 
••• it is evident that legal capital, which is a matter of 
statutory definition, is not reduced by the mere reacauirement of 
shares. Since the outlay represents a disbursement from the cor-
porate investment, but not a reduction of legal capital, the de-
duction might be made that it is a disbursement from either capi-
tal surplus or earned surplus or both. However, it is evident that 
the outlay, despite the statutory restriction, has in it the ele-
ment of a return of the contributed capital. The statutory limita-
tion is in effect a restriction upon the availability of existing 
surplus for distributions to stockholders, a restriction which 
disappears if and when the reacquired shares are reissued~ 
The creation of a hypothetical amount on the balance sheet of a oor-
poration by showing outstanding stock at its par or stated value (with 
stock discount or premium exhibited in the surplus section) tends to give 
an unwarranted impression of security. The mere fact that stock is sho~n 
8. w. T. Sunley and w. J. Carter, Corporation Accounting, The Ronald 
Press Company, New York, 1944, PP• 89-96. 
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at par or stated value does not insure that the amount shown has been 
paid in and can, therefor, be looked to for possible claims arising in 
the future. In effect the "mathematical limitation" is no limitation 
whatsoever as many factors may exert sufficient influence to qualify 
such restrictions as are provided in the code. 
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CHAPTER VI 
STOCK 
The shareholders are the owners of a corporation and their ownership 
is represented by shares of stock. There are basically two types of stock--
par and no-par. Each type of stock may in addition have varying classes 
which limit the rights of owners in some manner or to some degree, but 
which are equally alike within each ~lass. Although corporations may have 
all the various types and classes of stocks few, if any, possess more than 
a few classes. Since there is such a wide divergence among shares, both 
between and w~thin corporations, and because the law is primarily concerned 
with equities, the provisions of the Ohio Corporation Code are numerous with 
respect to shares. 
Corporations are required to state in their articles of incorporation, 
among other things: 
(4) The maximum number and the par value per share of shares 
with par w.lue, and the maximum number of shares without 
par value, which the corporation is authorized to have 
outstanding, and if the shares are to be classified--
\ a) the designation of each class and the number and par 
value per share, if any, of the shares of each class, 
and 
\b) the express terms and provisions of the shares of 
each class. 
{7) If desired, the valuation of any consideration to be re-
ceived for shares eithel with or without par value proposed 
to be presently issued. 
If the shares of a .corporation have par value they "may be issued only for 
an amount of consideration not less than the par value thereof" if the 
following three condit:ions are m.et:2 
1. that the corporation has existed for more than two years, and 
l. Section 8623-4 
2. Section 8623-16 
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2. that the shares cannot be sold at par, or that it is necessary 
and desirable to sell the shares, and 
3. that the board of directors shall ,set a price which is less than 
par for such shares, and that they first be offered to the exist-
ing stockholders of the corporation before sale to others. 
Where shares have been offered to the existing shareholders and have not 
been purchased within a reasonable time "the board of directors may cause 
all or any part of such shares or securities to be issued and sold at not 
less than the price at which they were offered to such shareholders, less 
reasonable compensation, allowance or discount for the sale, underwriting 
or purchase thereor•. 3 In addition, Section 8623-16 also states in a later 
paragraph that such allowance for selling or underwriting Ill&Y be included 
among the organization expenses. This procedure and the objections to it 
were discussed in an earlier chapter4and further comment at this point is 
deemed unnecessary. The law does not contain any provisions restricting 
the sale of stock at a premium or regulating the disposition of any con-
sideration received in excess of par value. 
~hares may be issued "only for money, or other property, real or per-
sona.l, tangible or intangible, actually conveyed or transferred to the cor-
poration for its use and lawful purposes, or in its possession as surplus, 
or for labor or services actually rendered to the corporation".5 Subscribers 
and purchasers of par value shares "shall be obligated to pay the corporation 
therefor, in money or such other property or labor or sErvices, not less than 
the full par value thereof, except as hereinabove in this act provided".6 
3. lbid. 
~
4. ~ee PP• 15-16. 
5. Section 8623-22 
6. ibid. 
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Where payment has been made in property other than money the board of di-
rectors is empowered to determine the fair value to the corporation of such 
property. 
ihe number of cases where the latter provision has been employed to 
circumvent the regulations with respect to the issuance of stock at a dis-
count are legion. The basic pattern followed in each case is for the cor-
poration to issue stock for a tangible or intangible fixed asset. The 
board of directors upon receipt of the asset place a value in excess of 
the true market value of such asset and the stockholder "donates" a portion 
of his stock back to the corporation in accordance with a preexisting 
agreement. ihe donated stock then becomes treasury stock and can be sold 
at the current market price of the security without fear of any legal re-
strictions. Needless to say accepted accounting practice does not condone 
such manipulations. ihe assets acquired in the above manner are overvalued, 
the donated surplus is in effect a figment of the imagination, and the 
capital stock has been "watered" to the extent of the overvaluation. 
Finney says: 
If the property acquired is not worth the par of the stock, 
a discount on stock account should appear on the books; such an 
amount is not likely to appear, however, because directors are 
disposed to value the property at the par of the stock ••••• al-
though it still may be impossible for an accountant to insist on 
the recording of the non-cash assets at a fair cash value lower 
than the director 1 s valuation thereof, an independent public 
accountant should give serious consideration to the advisability 
of mentioning the facts in his report •••• 7 
In discussing the same subject Paton states that: 
In general the task of the accountant does not include property 
appraisals. ~ut he is responsible for interpreting and reporting 
the data of financiaT""position, and cannot be excused for failure 
to insist on presenting the clear implications of a related group 
of transactions. ~eady acceptance of the nominal terms of complex 
7. H. A· Finney, Principles of accounting--lntermediate, Third Ed., 
Prentice-Rall, ~nc., ~ew York, 1946, p. 159. 
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contracts, which are often designed by the attorneys to draw 
red herrings across the trail rather than to bring essential 
facts to light, and unwillingness to do more than record such 
nominal terms, step by step, without "putting two and two to-
gether", do no~ suggest a high level of professional competence 
and integrity. 
The attitude of the ~ecurities and Exchange Uomnission toward such trans-
actions can be obtained from its decision in the matter of Thomas Bond, 
Inc.,9 wherein it issued a stop order proceeding because the so-called 
surplus representing the par value of the shares donated by the vendor 
was fictitious and the carrying value of the assets overstated. 
vorporations may issue shares with no-par value "for such amount of 
consideration as may be fixed from time to time by the board of directors, 
or as provided in or authorized by agreements of consolidation. amend-
ments to articles changing shares, terms and provisions of convertible 
shares or obligations, or resolutions declaring share dividends, as else-
where provided for in this acttOn Purchasers and subscribers of no-par 
shares are obligated to pay the corporation in money, property, labor or 
services the amount of consideration as may have been determined by the 
incorporators, shareholders, or board of directors at such t:ime. The cor-
poration, however, may split the amount of consideration it receives, allot-
ting a portion to stated capital and the remainder to paid-in surplus.11 
in 1912 when no-par shares were first introduced to the public two advan-
tages were given in support of its use.12 The first argument employed was 
8. w. A· Paton, Advanced accounting, the MacMillan Gom.pany, New York, 
1941, P• 521. 
9. Uecisions of the ~ecurities and .l!aXchange Commission, Vol. v., (June 1, 
1939 to September 30, 1939), PP• 60-71. 
10. Section 8623-17 
11. ~action 8623-23 
12. Accountants Handbook, w. A· Paton, bditor, ~onald Press Company, 
New York, 1943. p. 995. 
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that no-par shares stresses the actual values of assets provided by the 
stockholders rather than the nominal figure arising through the use of par 
value shares. The second point involves the flexibility of marketing in 
that no par shares can be issued as fully paid and nonassessable by the 
adjustment of the stated or declared value to the current market price. 
The net effect of both claims is the removal of the fiction of donated 
working capital. J.ntroduction of no-par statutes which permit an arbitrary 
assignment of the consideration between capital stock and paid-in surplus 
has effected an inherent mistrust of no-par stock. ~ome of the objection-
able practices that have resulted from the legal creation of paid-in sur-
plus are: the payment of "dividends• to stockholders when earnings are 
insufficient or entirely nonexistent. utilization of this source to acquire 
treasury stock. and reduction of the creditors protection by distribution 
of the stockholders capital contributions. if the idealistic advantages 
originally claimed for no-par shares had been faithfully followed in practice 
the above objections would not have occurred. 
nhile the statutes prescribe the disposition of considerations re-
ceived in excess of the stated or declared value of no-par stock. similar 
requirements with respect to par value shares are lacking. Section 8623-10 
does provide that "Unless otherwise provided in the articles. if subscrip-
tions are to be received for shares with par value, they {the inoorporators) 
may fix an a.mount of consideration greater then par". Although the exact 
intent is not indicated it seems reasonable to assume that such excess should 
be credited to paid-in surplus. 
The authority to issue shares is contained in ~action 8623-19 which 
reads: 
The board of directors shall have authority. subject to such 
limitations as may be imposed by the articles, by the regulations 
or by this act. to cause the shares described in the articles to 
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be issued at suoh time or times as it may determine. 
Treasury shares have been defined in the uhio Corporation Acts as 
"shares issued and thereafter acquired by the corporation and not retired 
or disposed of".13 Section 86~3-41 specifically grants corporations the 
power and authority to purchase its own outstanding shares. ~he statutes 
provide nine conditions under whioh such shares can be purchased. ~asically, 
however, these can be reduced to three provisions: 
1. When the articles authorize the redemption of suoh shares 
and do not prohibit such purchase, or 
a. To the extent of the surplus of the aggregate of its assets 
over the aggregate of the liabilities plus stated capital, 
when authorized by the affirmative vote of the holders of 
two thirds of eaoh class of shares outstanding, regardless 
of limitations or restrictions on the voting power of any 
such class, or if the articles so provide or permit, a 
greater or lesser proportion, not less than a majority, of 
the shares of such class, or by the board of directors when 
authorized by the articles. 
9. A corporation shall not purchase its own shares •••• when there 
is reasonable ground for believing that the corporation is 
UGable, or by such purchase may be rendered unable, to satis-
fy its obligations and liabilities. 
Some of the other provisions contained in the section are: to collect and 
compromise debts, for resale to employees, to avoid issuance of fractional 
shares, to acquire the stock of dissenting shareholders entitled to the 
fair cash value of their holdings. 
Having acquired the shares and placed them in the treasury the corpora-
tion is not bound by any legalistic requirements as to valuation, disposition 
of any gains or losses in the acquisition, balance sheet presentation, and 
the many other conditions created by treasury stock. In connection with 
balance sheet presentation it might be well to point out that in determ.in-
ing the excess of corporate assets over liabilities and stated capital for 
the purpose of purchasing treasury stock, a corporation may not consider 
13. Section 8623-2 
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14 treasury shares as assets. Whether it was intended to carry over such 
a provision to the balance sheet presentation is not stated, but for all 
practical purposes such should be the case.15 
Corporations may dispose of their treasury she.res if they so desire 
and the articles do not prohibit such aotion.16 For any such dispositions 
the board of directors, in the absence of any provisions to the contrary 
contained in the articles of incorporation, may fix the amount of consider-
ation to be received for such shares.17 Suffice it so say that such con-
siderations may be in any asset form the same as in the case of first issue 
stocks. 
A review of the statutes pertaining to treasury stock leads to the 
conclusion that the board of directors may do almost anything they so desire 
at the moment. The only thing to hamper such freedom would be the restric-
tions created by the articles of incorporation, which restrictions vary 
with the individual corporations. 
Earlier it was pointed out that there are two types of shares-- par 
and no-par. These types, however, may be further subdivided into preferred 
and common, and they in turn may be subdivided into varying classes. The 
classification of shares arises through the terms and provisions expressed 
in the articles with respect to eaoh class of shares. Such express terms 
and provisions may specify "the dividend rights ••••• liquidation rights and 
preferences, liquidation price, redemption rights, •••• redemption price, 
sinking.fund requirements, •••• voting rights, •••• preemptive rights, con-
14. ~ection 8623-41 
15. For a complete discussion of the balance sheet presentation of 
Treasury Stock see: R. H. Montgomery, Auditin~ Theory and Practice, 
The Ronald Press Company, New York, 1940, PP• 50-354: 
16. Section 8623-18 
17. Ibid. 
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version rights ••••• restrictions on issuance of shares, rights of alteration 
of express terms and provisions, the division of any clas_s into series, the 
designation and number of shares of each series, and any other relative, 
participating, optional or other special rights and privileges of, and 
qualifications, limitations or restrictions on, the rights of holders of 
shares of any clas~ or series". 18 A wider enunciation of the distinction 
between preferred and common stock is contained in Section 8623-2 which 
states that: 
A class of shares shall be deemed to be junior to another 
when any of its dividend or distribution rights are subordinate 
to or dependent or contingent upon any right or dividend of, or 
distribution to, such other class. 
Where one class of shares has been given preference over another class 
by one of the above methods it is a senior share--preferred stock. As 
one source states: 
Preferred stock is stock which is preferred as to dividends 
at en agreed rate and the holder thereof is entitled to these 
dividends before the common stockholders may have a share in the 
distribution of earnings. This is the only preference ygioh is 
illlplied as belonging to the preferred stock inherently. 
All other rights to preference arise solely through the stock contract. 
Common stock, the junior share, is "the class of ownership participation 
in the affairs of a corporation to which no preferences over any other 
class of stock are granted". 20 Normally, although not always, the common 
stock is the only class of stock having voting rights. Section 8623-21 
provides that each share within a class is equal in all respects to all 
other shares of the same class except where the distinction has occurred 
as the result of legal provisions to the contrary. 
18. Section 8623-10 
19. J. B. Taylor and H. c. Miller, Intermediate Accounting, McGraw-Hill 
Book Company, Inc., New York, 1938, p. 208. 
20. G. A. MacFarland and R. D. Ayers, Accounting Fundamentals, McGraw-
Hill Book Company, Inc •• New York 1947, P• 349. 
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Subscriptions to shares of a corporation may be first received at the 
tine and place specified by the incorporators, who may. in the absence 
of provisions to the contrary in the articles, determine: 
1. the minimum 8Ill0unt of consideration they will receive on the 
subscription contract for par or no-par shares, and 
2. an amount of consideration in excess of par for par value 
shares. and 
3. the fair value to the corporation of property other than 
cash received in payment of the subscription contract. 21 
A subscriber upon ma.king the required down payment on the subscription 
contract is a shareholder even though the full amount is unpaid and the 
certificate has not been issued.~2 He is entitled to voting rights so 
long as his payments are not in default. 23 Whether subscribers are 
entitled to dividends under the Ohio Statutes is not specifically answered 
in the law. Taylor and Miller state: 
In fact, it can be fairly said that, with the acceptance of 
the subscription by the corporation, the subscriber becomes a 
stockholder, with all the rights, privileges, and obligations of 
one. He may not avoid his responsibility as a stockholder and he 
is entitled to a stockholder's rights and privileges.24 
Another text, however, points out that "dividends. under most statutes. 
may be declared on only the outstanding shares". 25 Since the Ohio Code 
does not restrict payment to outstanding shares it is one of the exceptions 
to this statement. 
21. Section 8623-10 
22. Ibid. 
23. Section 8623-50 
24. Taylor and Miller, op. cit •• P• 212 
25. w. T. Sunley and W. J. Carter. Corporation Accounting, The Ronald 
Press Company, New York, 1944, p. 199. 
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The liability of shareholders to the corporation was discussed in 
the Chapter IV, but the manner in which the corporation may enforce pay-
ment on unpaid subscriptions was omitted. ~eotion 8623-27 states: 
When no provision as to time of payment is made in the con-
tract of subscription or purchase, shares shall be paid for on 
the call of the board of directors. 
If the payments on the subscription or purchase contract are in default 
the corporation may, after fulfilling the requirements with respect to 
notification, sell the shares at public auction. "any proceeds remaining 
a~er paying the amount due on the shares and the cost of sale shall be 
paid to the subscriber or purchaser."26 if the proceeds from the sale of 
the forfeited shares is inadequate the stockholder is still liable for the 
difference between the amount originally paid-in plus the proceeds of the 
sale and the subscription contract. 
The board of directors of a corporation has the authority to grant 
stock options "at such amount or 8lllOUnts of consideration fixed as in 
this act provided".27 They may set the time for exercising such options, 
prescribe the terms, provisions and conditions of the contract, and ma:y 
declare them transferable or non-transferable and separable or inseparable. 
Two restrictions a.re placed on this authority: first, if the shares are 
subject to preemptive rights then the requisite stockholder approval must 
be obtained, and secondly, the corporation must have sufficient authorized 
and unissued shares on hand to fulfill the options. 28 
26. Section 8623-27 
27. Section 8623-20 
28. loc. cit. 
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CHAPTER VII 
SURPLUS 
Ohio corporations may have three types of surplus according to the 
statutes. These three types may well be classed as Paid-in, Earned, and 
Other. One authority, citing the Ohio Corporation Act, has defined Paid-
in Surplus as the "capital contributed by stockholders in excess 0£ par 
or par value shares or in excess of the stated value of no-par shares".1 
Earned surplus under the Ohio statutes is the excess of assets over liabili-
ties and stated capital arising from earnings of the corporation. The 
third classification has been applied as the result of a provision in 
Section 8623-38 which states: 
Any excess of assets hereafter arising otherwise than from 
earnings of a corporation shall be classified according to its 
derivation and so shown in separate accounts. 
It is interesting to note that the term surplus is used very sparingly 
in the Acts and that it is constantly referred to as the excess of assets. 
The above definition fulfills the requirements of the statutes re-
lating to Paid-in surplus. 8ection 8623-23 states: 
If any part of the consideration received for shares without 
par value is to be treated as paid-in surplus, the incorporators, 
shareholders or directors, as the case may be, shall, at the time 
of fixing the consideration for which such shares are to be issued 
fix and specify the amount of the consideration to be allotted to 
stated capital and paid-in surplus respectively. 
With respect to paid-in surplus arising from the sale of par value shares 
~action 8623-10 provides that: 
Unless otherwise provided in the articles, if subscriptions 
are to be received £or shares with par value, they may fix an 
amount of consideration greater than par. 
Although it is not specifically stated that any amounts received in excess 
of par value are to become paid-in surplus, it seems reasonable to assume 
that such is the intent • 
l. R. H. Montgomery, Auditing Theory and Practice, The Ronald Press Company, 
New York, 1940, p. 365. 
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Paid-in surplus may be increased by a reduction of stated capital 
according to the provisions of Section 8623-39 which is discussed in 
Chapter IX. The board of directors has been granted the authority to 
apply paid-in surplus "to the reduction or writing off of any deficit in 
the account of earned surplus or to the writing off of any particular loss 
or expense or to the creation of a reserve or reserves for any proper pur-
poses". 2 Utilization of paid-in surplus to write off a loss has not met 
with strong objection where the loss has been first applied to the full 
extent of earned surplus. Where, however, paid-in surplus has absorbed 
the loss either entirely or in part and earned surplus still re:!ll&ins 
violent criticism has resulted. One author has expressed the following 
opinion on this matter: 
It is not good accounting practice to use capital surplus 
to absorb losses which would have been charged against income 
had they been recognized when they arose. It is permissible to 
charge extraordinary write-downs to earned surplus although in 
many instances it is preferable to charge them to current income. 
It is not often that good reason exists for such a charge being made 
to capital surplus. In the event that a deficit in earned surplus 
results from write-offs of tli.s nature, it lna.y be proper to transfer 
the resultant deficit to capital surplus but stockholders should 
be asked formally to approve the action.3 
Absorption of a deficit in capital surplus is not entirely repugnant to 
accepted accounting principles if such action has the approval of the 
stockholders. Many accountants are of the opinion that such a fresh start 
could more properly be effected through reorganization. 4 
Section 8623-17 permits the board of directors when issuing no-par 
shares for consideration other than money to determine the value of such 
2. Section 8623-38 
3. Montgomery, op. cit., p. 372. 
4 • .American Institute of Accountants, Committee on Accounting Problems, 
Bulletin No. 4. 
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shares to be included in stated capital (which may be a nominal amount) 
at the time of issuance, and to await the final determination of the value 
of the consideration received before alloting the remaining portion to 
paid-in surplus. While such procedure may be advocated on the basis of 
expediency, it cannot be given unquestioned support because of the many 
:manipulations that may be accomplished. As an example, a corporation 
could issue no-par shares for a patent and value the s.hares and the patent 
at a nominal figure until such time as it could determine its :f'ull value to 
the corporation. That a period of several years might elapse until the 
final valuation is ma.de is consequential, as it provides the corporation 
with an opportunity to determine conclusively the prospective market for 
the product protected by the patent. If it should prove worthless the 
corporation is not burdened by a heavy loss, but if it is valuable the cor-
poration may then write-up the asset and include the full amount of the 
write-up in paid-in surplus. Most accountants, however, would require that 
the valuation of the asset be determined at the time of issuance of the 
securities by applying the market vsJ.ue of the securities as the cost of 
the asset. 5 No objection would be given to allotting this amount between 
stated capital and paid-in surplus in accordance with the provisions of 
the law. 
Earned surplus which is the earned excess of assets over liabilities 
and stated capital, should be composed entirely of the undistributed 
earnings of the corporation.6 It is ordinarily considered as the primary 
source of dividends and cogni2ance of this fact is taken by the Ohio law in 
providing that: 
5. Accountants Handbook, w. A· Paton, Editor, The Ronald Press Company, 
New York, 1943, P• 994. 
6. T. H. Sanders, H. R. Hatfield and u. Moore, A Statement of Accounting 
Principles, American Institute of Accountants, New York, 1938, P• 93. 
-41-
Whenever a dividend is paid, in whole or in part, out of 
other than earned excess of assets appearing on the books of 
the corporation at the time of the declaration of such dividend, 
the shareholders receiving such dividend shall be notified as ' 
to its source. 
Although the effect of this provision may be nullified by other provisions 
in the Acts (see Chapter VIII). the basic concept that dividends should 
normally come from earned surplus is supported by designating the require-
ments when exception is taken to this rule. 
Earned surplus may be subdivided into two categories--restricted and 
free. Restricted earned surplus is that portion of the earned excess of 
assets which has been "reserved" for fUture purposes and contingencies. 
Free surplus is the portion of earned excess of assets which is available 
for dividends. The Ohio code reuognizes the distinction between restricted 
and free surplus by providing that: 
Nothing contained in this section shall prevent the directors 
of a corporation from setting apart out of the excess of assets 
available for dividends a reserve or reserves for any proper pur-
pose or from abolishing any such reserve.7 
One distinction between the accounting concept and the legal concept of 
free surplus is the make-up of the items included in each. Accounting 
recognizes free surplus as being the unrestricted portion of earned sur-
plus, 8 while the legal view is that it represents the unrestricted portion 
of surplus available for dividends.9 Free surplus in the legal sense 
might be composed of paid-in surplus, donated surplus, and all other forms 
of surplus except that arising from the revaluation of assets (which is 
free to the extent that it may be used to declare stock dividends). 
7. Section 8623-38 
8. J. B. Taylor and H. c. Miller, Intermediate Accounting, McGraw-Hill 
Book Company, New York, 1938, p. 232. 
9. Sanders. Hatfield and Moore,££• cit •• p. 93. 
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The term other surplus has been used to denote the types of surplus 
other than paid-in or earned surplus. Examples of this type are donated 
surplus, surplus arising from the revaluation of assets, and treasury sur-
plus. Of these types only one is mentioned directly in the statutes--sur-
plus arising from the revaluation of assets. Section 8623-38 states: 
Whenever the board of directors of a corporation shall 
be of the opinion that its assets, including patents or good 
will, have a fair value to the corporation in excess of the 
amount at which they are carried on its books, and shall de-
termine the amount of such fair value, it may order all or 
part of the fair value so determined to be entered on its 
books and thereby create an excess of assets. 
It further provides that "any transfer of excess of assets to stated capital 
shall be deemed to have been made from that part of the excess, if any, 
which resulted from unrealized appreciation". Although surplus arising 
from revaluation of assets may be utilized for the declaration of a stock 
dividend it cannot be applied "to the reduction or writing off of any defi-
cit in the account of earned surplus or to the writing off of any particular 
loss or expense or to the creation of a reserve or reserves for any proper 
purposes".lO Declaration of a stock dividend would require a transfer of 
surplus arising from revaluation of assets, if any, to capital stock 
(stated capital) prior to any other surplus if a corporation is to comply 
with the statutes. It is unfortunate that the law should be so specific 
on this point although it is possible to understand the reasoning behind 
such a requirement. The Committee on Accounting Procedure of the American 
Institute of Accountants discusses, without deciding, the question in Ac-
counting Research Bulletin No. 5, which states: 
When plant is stated at an increased value on the assets side of 
the balance sheet, should that increased amount of assets be regarded 
lO. Section 8623-38 
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as implying an equivalent inoraase in "capital" as used in a re-
strioted sense on the liabilities side of the balanoe sheet? 
Obviously it does not necessarily signify an increase in the 
legal stated capital, but some oontend that it implies an in-
orease in the unstated capital, in capital surplus in other 
words. To this it is sometimes added that capital surplus is 
just as muoh "capital" as capital stock--a proposition which 
is economically sound, but is subject to legal limitations which, 
since a corporation is the oreation of the law, the accountant 
oannot ignore.ll 
Capitalization of appraisal surplus is looked upon by some as a quasi-re-
organization--giving effect to a valuation that could be accomplished 
legally by reincorporation. Sunley and Carter in discussing this point 
say: 
The mere act of reincorporating, or issuing new securities, 
does not justify substituting current market values for cost in 
the accounts. It is natural that present owners wish to make 
the best showing possible when they are offering a part of their 
business to incoming investors, but the measure of the value of 
the enterprise as a whole is not the amount at which its assets 
are valued on its balance sheet, but the fruits of the use of 
those assets by its organization and management as demonstrated 
in its income account and in its dividend record •••• If it is 
felt that the current value of plant and property, as enhanced 
by unrealized appreciation, is important information that should 
be given with the periodic f1ir1cial statement suoh information 
may be shown parenthetioally. 
While there is no basic objection to the declaration and payment of a 
stock dividend in a sound and proper manner, it can be dangerous to require 
oorporations to utilize appraisal surplus in preference to any other surplus, 
particularly earned surplus (see Chapter VIII). 
The Code specifically prohibits using surplus from the revaluation of 
assets to absorb partioular losses, expenses, or a deficit; or for the 
creation of a reserve. A oompany may properly charge the loss of a build-
ing to any surplus other than surplus from revaluation of assets even 
though the building was either partially or completely responsible for the 
11. Amerioan Institute of Aocountants, Committee on Accounting Procedure, 
Bulletin No. 5, PP• 41-42. 
12. w. T. Sunley and w. J. Carter, Corporation Acoountll!g, The Ronald 
Press Company, New York, 1944, p. 171. 
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creation of the revaluation surplus originally. Thus, the corporation 
would show a surplus from revaluation of assets even after the asset and 
its corresponding value has disappeared from the balance sheet. 
The remaining types of surplus included in the classification of 
other surplus are permitted by the statutes because of the previously 
cited provision in Section 8623-38. Donated surplus is one type that is 
included in other surplus which has not already been discussed and is 
deemed worthy of comment. It may be defined as the excess of assets 
arising from contributions or donations. Holmes lists as sources of 
donated surplus "gi~s of treasury stock, from capital assessments, and 
from gifts of assets", and is of the opinion that: 
The donated surplus should be treated as invested capital, 
to be maintained permanently on the books, unless the specific 
purpose of the donation requires its disposition; for example, 
the common stockholders may donate conu:aon stock to be sold in 
order to raise funds to pay dividends on preferred stock.13 
Under the Ohio statute a corporation, however, may apply donated surplus 
to the reduction of a deficit, absorption of a loss or expense, creation 
of a reserve, and (in the absence of surplus from revaluation of assets) 
to a stock dividend. Although the code does not comment on using donated 
surplus as a source for declaring a cash dividend it appears that such 
action is legally possible since it does represent a portion of the excess 
of assets over liabilities plus stated capital which may be available for 
dividends. Taylor and Miller express the objection to the above practice 
in commenting as follows: 
While undoubtedly at the order of the board of directors, 
the surplus arising from donations could be legally transferred 
to the earned free surplus account and thus become subject to a 
charge for dividends paid, it is better to maintain the donated 
surplus account until such action is taken. Thus, adequate in-
formation can be given concerning this type of increase in net 
l3. A· W. Holmes, Advanced Accounting, Richard D. Irwin, Inc., Chicago, 
1942, P· 150. 
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worth. However, from the accounting viewpoint, dividends should 
not be paid out of donated surplus, even though this surplus is. 
legally available for such dividends. Donated surplus is con-
tributed capital and normally should not be returned to the stock-
holders .14 
Throughout all of the provisions concerned with surplus there appears 
one underlying thought--that legal surplus is the excess of assets over 
liabilities plus stated capital and, although segregations may be made 
by types the board of directors has the authority to transfer amounts be-
tween the various types as they so desire. The only justification for 
such liberality is to permit expedient action by the board. Any surplus, 
except surplus from the revaluation of assets, can be applied to a loss 
or expense which should be charged to income. Any surplus (af'ter surplus 
from revaluation of assets has been exhausted or is nonexistent) may be 
applied to a stock dividend and insofar as it represents a portion of the 
surplus legally available for dividends may be used to declare a cash 
dividend. Such liberality leaves the impression that the law does not in 
reality contemplate more than one surplus account. At least the free-
handed manner in which the board may increase or decrease the various types 
tends to support such a contention. Accepted accounting practice, which 
places limitations on each type of surplus to confine each within its 
barriers and strictly regulate the flow into and from each type, cannot 
overlook such munificence. 
14. Taylor and Miller, op. cit., p. 235 
CHAPTER VIII 
DIVIDENDS 
A dividend is an appropriation of current or accumulated 
earnings with the intent to distribute an equivalent amount of 
enterprise assets ~ng the stockholders of a particular class 
on a pro-rata basis. 
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The accounting definition of a dividend given above places emphasis 
on the payment of dividends from accumulated earnings and the distribu-
tion from enterprise assets. Section 8623-38 of the Ohio statutes pro-
vides that: 
A corporation may declare dividends payable in cash, shares, 
or other property out of the excess of the aggregate of its 
assets less deductions hereinafter required over the aggregate 
of its liabilities plus stated capital. 
The above required deductions are for "depletion, depreciation, losses, 
and bad debts"2 a.nd where the dividend is to be payable in some form other 
than shares unrealized appreciation appearing on the books shall also be 
deducted except where it has been transferred to or included in stated 
capital. The deduction for depletion may be omitted if the articles of 
incorporation permit for enterprises engaged in the exploitation of 
wasting assets.3 In computing the stated capital, treasury shares must 
be considered as outstanding shares and shall not be included among the 
assets.4 If a corporation (not engaged in the exploitation of wasting 
assets) presented the following balance sheet: 
l. Accountants Handbook, W.A. Paton, Editor, The Ronald Press Company, 
New York, 1943, P• 1039 
2. Section 8623-38 
3. loo. cit. 
4. Section 8623-41 
J.B. Taylor and H. C.Miller in their Intermediate Accounting (McGraw-
Hill Book Company, Inc. New York, 1938, P• 237) are of the opinion that 
"it is intended to include treasury shares at cost as assets for the 
purpose of computing surplus available for dividends". 
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Assets $650,000 Liabilities $200,000 
Less: Reserves for L;apital Stock 
ueprecia.tion, ue- Issued $200,000 
pletion, etc., 150,000 Treasury 50,000 
Outstanding 150,000 
Surplus 150,000 
Net Assets $500,000 $500,000 
1'he possible legal dividend payment would be limited to the following 
amount: 
Assets ~net) $500,000 
Liabilities ;p200,000 
::;tated Capital 
uutstanding shares ;pl50,000 
l'reasury shares b0,000 
Total Stated Capital $200,000 
Total Liabilities and ~tated Capital t400,000 
Surplus legally available for dividends $100 ,000 
The Code does not specify the basis of valuation to be used for treasury 
shares in making the above computation. in the foregoing illustration par 
or stated value has been used, if cost is the intended basis of valuation 
the results would be somewhat different. Assuming that the treasury 
shares were acquired at a cost which exceeded par or stated value by 
$5,000 the surplus available for dividends would be decreased. 
Assets (net) 
Liabilities 
~tate& Gapital 
Outstanding shares 
Treasury shares (oost) 
Total Stated vapital 
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il50,000 
55,000 
$200,000 
205,000 
Total Liabilities and Stated vapital 
Surplus legally available for dividends 
•soo,ooo 
405,000 
' 95,000 
Carrying the Treasury shares at oost would cause the surplus to reflect 
any gain or loss on the acquisition of suoh shares and would, in the 
oase of a gain, permit the corporation to distribute any suoh gains as 
dividends. If the stock had been acquired at a loss surplus available for 
dividends would be restricted by the 8lllount of the loss. Montgomery has 
expressed the opinion of many aooountants who favor the carrying of gains 
and losses on treasury shares to the earned surplus,5 but the American 
institute of·Aocountants through its Committee on Aooounting Procedure 
has not accepted this viewpoint.6 
'.l.'he surplus available for dividends may be li.i:iited by other provisions 
contained in the statutes. A corporation shall not declare or pay a divi-
dend when it is unable or may be rendered unable to satisfy its obligations 
and liabilities.7 :rhe effect of this provision is to protect the creditors 
of the corporation by prohibiting a decrease in the "f'und" contributed by 
the stockholders (capital stock plus paid-in surplus) to the point where 
R. H. Montgomery, Auditing TheoQ: and Practice, The Ronald Press 
Company, New York, 1940, pp. 35 -358. 
"Profits or Losces on Treasury ~took", Journal of Accountancy, Vol. 65, 
May 1938, PP• 417-418. 
~eotion 8623-38. 
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insufficient assets would be available for the satisfaction of creditors 
claims. 
A second restriction is theoretically placed on corporations in that: 
Whenever a dividend is paid, in whole or in part, out of 
other than earned excess of assets appearing on the books of 
the corporation at the time of declaration of such d~vidend, 
the shareholders shall be notified as to its source. 
The effect of this provision is practically negated by a further provision 
in the same section which states: 
A corporation ma.y, by action of its board of directors, apply 
any part or all of any paid-in surp~us or any excess of assets, 
however created or arising excepting only surplus arising from re-
valuation of assets, to the reduction or writing off of any deficit 
in the account of earned surplus or to the writing off of any partic-
ular loss or expense or to the creation of a reserve or reserves 
for any proper purpose and thereby make available for dividends 
without notice to the shareholders as to the source of such divi-
dends any earned excess of assets remaining or resulting therefrom 
or thereafter arising, but in case such action is taken a disclosure 
thereof shall be ma.de in the next annual statement of the corpor-
ation.9 
Any surplus including paid-in surplus and excluding surplus from. revaluation 
may be used to extinguish an already existing deficit, absorb a loss which 
if carried to earned surplus might result in a deficit, or create any 
proper reserves. A corporation having a paid-in, donated, or some surplus 
other than appraisal or earned surplus of f200,000, and an earned surplus 
of $50,000, which experienced a loss on a fixed asset of $100,000 may 
write off the loss to the surplus other than appraisal surplus and thereby 
retain its earned surplus for the declaration and payment of dividends 
(assuming that the rights of creditors will not be impaired and that suf-
ficient assets exist for the payment of the dividends). Objection to such 
procedure and manipulation has been expressed by the American Accounting 
Association in its Accounting Principles Underlying Corporate Financial 
8. ~ection 8623-38 
9. lb id. 
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Statements wherein it states that: 
When capital has been contributed to a corporation for 
permanent use, or has been dedicated to that use through the 
issue of a stock dividend, it should not be used later to in-
crease earned surplus, either through absorption of losses 
or write-offs, or through direct credit. The only exception 
occurs when a deficit in earned surplus is eliminated through 
a restatement of capital equities approved by stockholders, 
and in such oases future statements of earned surplus should 
designate the point of time from which the new surplus dates.10 
The Securities and Exchange Commission through its Chief Accountant has 
expressed the following view: 
It is my conviction that capital surplus should under no cir-
cumstances be used to write off losses, which if currently recog-
nized, would have been chargeable against income. ln case a 
deficit is thereby created, I see no objection to writing off 
such deficit against capital surplus, provided appropriate stock-
holder approval has been obtained. in this event, subsequent 
statements of earned surplus shout1 designate the point of time 
from which the new surplus dates. 
ln writing off losses earned surplus must be fully depleted before capital 
surplus is to absorb any deficit. Once capital surplus has been used to 
absorb a deficit the earned surplus should be dated so that all interested 
parties may be informed of the action taken. 
~urplus arising from the revaluation of assets may be utilized to 
declare and pay a stock dividend: 
Whenever the board of directors of a corporation shall be 
of the opinion that its assets, including patents or goodwill, 
have a fair value to the corporat:ion in excess of the amount 
at which they are carried on its books, and shall determine the 
a.mount of such fair value, it may order all or a part of the 
fair value so determined to be entered on its books and thereby 
create an excess of assets, which the board of directors may 
apply to a dividend in shares of the corporation and transfer 
to stated capital or apply to an increase of stated capital repre-
sented by shares without par value.lG 
10. "Accounting ... rinciples underlying Corporate Financial Statements", 
Accounting Review, Vol. 16, June, 1941, p. 139. 
11. Accounting Series, Release No. 1 
12. Section 8623-38 



CHAPTER IX 
REORGANIZATIONS 
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It appears imperative that a distinction be made at the outset be-
tween a statutory reorganization and an accounting or quasi-reorganiza-
tion. A statutory reorganization is the financial reconstruction of an 
enterprise that is financially embarrassed and unable to meet its matur-
ing obligationsl where the proceedings look toward a continuation of the 
business under its present ownership. 2 A quasi-reorganization has been 
defined as the procedure by which "a company, without the creation of a 
new corporate entity and without the intervention of formal court pro-
ceedings, is enabled to eliminate a deficit whether resulting from operations 
or the recognition of other losses or both and to extablish a new earned-sur-
plus account for the accumulation of earnings subsequent to the date select-
ed as the effective date of the quasi-reorganization. 3 
The Ohio Corporation Acts provide that: 
A corporation may be reorganized in the following manner: 
(1) The board of directors may adopt a plan of reorganization 
which may include or provide for any alteration or or addition 
to its articles which could be effected by amendment, the deter-
mination or redetermination of the fair value to the corporation 
of its assets, tangible or intangible, the allotment of a part 
or proportion of such fair value of its assets so determined or 
redetermined to stated capital and, if desired, a part or pro-
portion to paid-in surplus, the increase or reduction of stated 
capital, the retention as earned surplus of all or a part of the 
existing earned surplus, the adjustment, change, conversion, re-
demption, retirement, cancellation, substitution or exchange of 
shares or securities, the payment, discharge or other disposition 
of obligations and liabilities, the distribution or disposition 
in cash, notes, bonds, or other obligations of such corporations, 
or other property, of any excess of assets over liabilities plus 
the stated capital and surplus, if any, provided for in the plan, 
the manner, method, terms and conditions of effecting such dis-
tribution or disposition or of carrying the plan into effect.4 
1. w. T. Sunley and w. J. Carter, Corporation Accounting, The Ronald 
Press Company, New York, 1944, P• 486. 
2. Ibid., P· 484 
3. Securities and ~xchange Commission, Accounting Series Release No. 25. 
4. Section 8623-15a 
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obligations would be more appropriate. 
Another objecticDn is in reality a caution--to make a fair valuation 
of the assets at the tllie of reorganization. As one authority points out, 
if a corporation is "to avoid overstatement in future earned surplus, it 
is necessary that the values should not be overstated but should be fair, 
and not unduly conservative".8 Failure to arrive at a fair valuation at 
the time of reorganization can lay the groundwork for a future reorgani-
zation. 
tion: 
The Ohio code provides another method of accomplishing a reorganiza-
By proceedings under and pursuant to any provisions of the 
bankruptcy act of the united States, now or hereafter in force 
with reference to the reorganization of oorporations thereunder. 9 
This merely authorizes Ohio corporations to reorganize under the Federal 
Bankruptcy Act.lO In addition the statutes provide that: 
Such corporation may, in the manner above provided, but 
without llliiting the generality or effect of the foregoing, 
alter, amend or repeal its regulations, constitute or recon-
stitute and classify or reclassify its board of directors, 
and name, constitute or appoint directors and officers in 
place of or in addition to all or some of the directors or 
officers then in office; amend its articles of incorporation, 
and make any change in its stated capital, or any other a-
mendment, change or alteration, or provision, authorized by 
this act; be dissolved, transfer all or a part of its assets 
to another corporation with the same or similar name, merge 
or consolidate as provided for in such plan; change the lo-
cation of its principal office and remove or appoint an agent 
to receive service of process; authorize and fix the terms, 
manner and conditions of, the issuance of bonds, debentures 
or other obligations, 'Whether or not convertible into shares 
o.f any class, or bearing warrants or other evidences of option-
al rights to purchase or subscribe for shares of any class; or 
a. Sunley and Carter, op. cit., p. 137 
9. ~action 8623-15a 
10. For a summary of the accounting aspects of this statute see Sunley 
and Carter, _£.E.. cit. , Chapter 35. 
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the rights, provisions and terms of which would be affected by the amend-
Ill6nt. 
A reduction of stated capital can be accomplished, except in the case 
of consolidation, merger or reorganization, by the board of directors 
1. retiring shares subject to redemption, 
2. retirement of treasury shares and filing of a certificate of 
reduction of stated capital with the Secretary of State, 
3. retirement of shares subscribed for but not fully paid and 
filing of certificate of reduction of stated capital with the 
Secretary of State. 
4. "whenever pursuant to the express terms and provisions thereof, 
convertible shares with or without par value are converted into 
shares having an aggregate par value less than the aggregate 
par value of the shares so converted, or less than an aliquot 
part of the stated capital represented by the shares without 
par value so converted, the stated capital of the corporatf2n 
shall thereby be reduced in the amount of such difference. 
5. by resolution approved by requisite stockholder approval. 
'rhe reduction set forth under (5) above may be aocomplished 
(a) by reducing and writing down the stated capital of a cor-
poration having shares without par value, ~b) by the voluntary ex-
change of shares of any class for a different number of shares of 
the same class or for the same or a different number of shares of 
any other class or classes, (c) by an amendment of the articles re-
ducing the par value of issued shares with par value, changing the 
express terms provisions of issued shares of any class or classes, 
or changing issued shares with or v.rithout par value of any class 
into the same or a different number of shares with or without par 
value of any other class or classes, or (d) by the purchase of 
shares for retirement in the open market or at private sale at 
such price or prices as may be fixed in the resolution, or (e) by 
the retirement of treasury shares.14 
If, as a result of such a reduction in stated capital, an excess of assets 
is created the board of directors with the requisite stockholder approval 
may: 
13. Section 8623-39 
14. Loe. cit. 


a plan may elect to be bound by the action of the assenting shareholders, 
in which case he becomes an assenting shareholder under the law; or he 
may register his written dissent and request payment of the fair cash 
value of his shares. The latter action in order to be effective must 
be taken within twenty days a~er the effective date of the reorganiza-
tion. The cash value shall be determined as at the day immediately pre-
ceding the authorization for reorganization and shall not reflect any de-
preciation or appreciation resulting from the intended reorganization. 
Payment shall be madd within thrity days after the fair cash value is de-
termined. If the corporation does not elect to pay the amount determined 
by the shareholder as the fair cash value, or the shareholder to receive 
the amount offered by the corporation, either may petition the common 
pleas court of the county of incorporation to determine the fair cash 
value of such shares. Generally, a dissenting shareholder may not exer-
cise the rights of his shares after having registered his dissent with-
out specific approval of the corporation. 
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Section 8623-67 also provides that: 
.Any amount representing an excess of the assets of such 
consolidated corporation (taken at their fair value to said 
corporation) over the aggregate of its liabilities,(including 
those derived by it from constituent corporations) plus 
stated capital, may be declared to be and treated as paid-in 
surplus of the consolidated corporation, and the earned sur-
plus of the constituent corporations or any part thereof may 
be declared to be and treated as earned surplus of the con-
solidated corporation. 
Expanding this point even farther, Section 8623-38 states that 
Whenever two or more corporations have heretofore been 
or shall hereafter be consolidated or merged (pursuant to 
section 8623-67 of the General Code or by purchase), ••• the 
earned excess of assets appearing on the books of the con-
stituent or merged corporations, ••• may, to the extent that 
it is not capitalized, be entered as earned excess on the 
books of the consolidated corporation or on the books of the 
corporation into which the other or others are merged, ••• 
and therea~er may be treated as earned excess. 
It is therefor, legally possible for a consolidated corporation to have 
an earned surplus at the time of its inception and to pay a dividend 
out of such earned surplus immediately. While some accounting authori-
ties are disposed to consider the transfer of earned surplus of the con-
stituent corporations to the consolidated corporation within certain 
well defined and precisely restricted situations, the general rule does 
not countenance such action as being accepted practice. Paton points 
out: · 
••• the fact that a corporation takes over the assets and 
activities of another corporation does not, in itself, 
warrant the assumption that the surplus accumulated by 
the organization being absorbed is transferable as such. 
It may be added that wherever conditions are such in re-
organization or merger that preservation of the surplus 
account may be defended the transfer of an accumulated 
deficit to the books of the new company would be equally 
justified.G 
In view of the fact that the term merger has been used in its present 
2. w. A. Paton, Advanced Accounting, The ~...ac~illan Company, New York, 
1941, P• 56G. 
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popular sense which does not distinguish between a merger and a consoli-
dation it appears that the exception would occur only in the case of a 
merger in its strict definition. fuontgomery draws the line of distinc-
tion between the two and states that: 
When two or more corporations merge, the owners may as-
sume that the old entities are continuing in a slightly dif-
ferent form and that the combined earned surplus of all will 
form the aggregate earned surplus of the new entity. This is 
true if the state law permits the "emerging" corporation to 
be a continuance, but when a merger results in a new corpor-
ate entity, legv.l continuance does not occur and surplus car-
ried forward after merger would, in most instances, be des-
cribed as capital surplus.3 
It is inconceivable that a new corporation can be created with an earned 
surplus. Obviously such a corporation which has not had an opportunity 
to conduct any operations cannot possess earnings. To further permit 
a distribution of earned surplus as a dividend is beyond comprehension 
for in reality the surplus is capital or paid-in surplus and the so-
called dividend is a distribution of capital.4 In a consolidation or a 
merger one company buys a portion or all of the assets of another cor-
poration or corporations either in cash, bonds, stocks, or a cOlllbination 
of the three, and may (or may not) assume the liabilities of the con-
stituent corporations, regardless of the methods of accomplishing the 
merger or consolidation the final effect is still the same. In no case, 
however, can the consolidating corporation buy the earnings of the con-
stituents. 
Where the combination of corporations has resulted from a merger it 
is proper for the emerging corporation to include in the balance sheet 
3. R. H. Montgomery, Auditing Theory and Practice, The Ronald Press 
Company, New York, 1940, p. 367. 
4. Sunley and Carter, op. ~·· PP• 427-8. 
5. For a detailed explanation of the several methods of effecting a 
consolidation or merger see Sunley and Carter, .£E_• cit., PP• 394-7 
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of the new combination its own undistributed earnings as earned surplus. 
This, however, is only natural since its corporate existence has not 
been discontinued and its stockholders have all their former rights to 
such surplus, although possibly not to the same extents. 
The consolidated corporation may properly (as provided in the law) 
credit the excess of assets over liabilities and stated capital to paid-
in surplus. In dete1·mining the value of such assets, however, the 
measure of the value should be on a cash or cash equivalent basis. 
This can be effected by either using the measurable market value, if 
such exists, of the securities issued, or by an objective valuation 
(independent appraisal) of the property and business acquired.6 Use 
of the book value of the constituent corporations prior to combination 
is a questionable method of valuation. The paid-in surplus arising as 
a result of such computation possesses characteristics similar to 
donated or contributed capital for which no stock has been issued and 
may be said to result from "a cheap purchase or from skillful bargain-
ing on the part of the vendee corporation!17 
The consolidated corporation possesses all the rights, capacities, 
privileges, power franchises and authority of the several and respective 
constituent corporations and is at the same time subject to the liabili-
ties, obligations, and duries of each. All rights of creditors toward 
the constituent corporations shall be preserved unimpaired, and all debts, 
liabilities (including liabilities to dissenting shareholders which are 
6. Accountants Handbook, w. A· Paton, Editor, The Ronald Press Company, 
New York, 1943, p. 1019. 
7. J. B. Taylor and Il. c. Miller, Intermediate Accounting, The McGraw-
Hill Book Company, Inc., New York, 1938, P• 320. 
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discussed later) are attached to the consolidated corporation and may 
be enforced against it.8 Where a pending action or proceeding existed 
at the time of consolidation it "may be prosecuted to judgement, with 
right of review on error or appeal as in other cases, as if the con-
solidation had not taken place, or the consolidation corporation may 
be substituted for such constituent corporations."9 
The board of directors of a corporation has the authority and 
power to execute, acknowledge and deliver any deed or instrument nee-
essary to vest the property rights of the corporation in the consoli-
dated corporation.10 This authority to transfer and convey such proper-
ty or rights remains after consolidation until the time of final dis-
solution of the constituent corporations.11 
The consolidation of a parent and subsidiary corporation is con-
sidered in Section 8623-67 to the following extent: 
Corporations bearing the relationship of parent and 
subsidiary, or owning all or part of the shares of the con-
stituent corporation may merge or consolidate ~~th any such 
constituent corporation in accordance with this section. 
Th~ parent corporation if it so desires, can legally consolidate or 
merge the affiliated group into one corporation upon the acquisition 
of substantial ownership. 
The requirements of the law pertaining to the consolidation or mer-
ger of parent and subsidiary corporations are no different than for the 
consolidation or merger of independent corporations. The fact that a 
relationship did exist between the corporations prior to statutory con-
8. ~ection 8623-68 
9. Section 8623-69 
10. ~ection 8623-70 
11. Loe. cit. 
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The conditions governing the registering of valid dissent are the 
same for consolidation as for reorganization or sale of the entire 
assets of the corporation: i.e., written dissent must be made within 
twenty days of the execution of the action, the number and class of 
the shares held by the dissenting shareholder, and the a.mount claimed 
to be the fair cash value of such shares must be included in the 
written dissent. The corporation must notify the dissenting sha.re-
holder whether it will or will not pay the amount claimed. If it re-
fuses to pay such amount it must communicate the amount it will pay 
"as and for such fair cash value" within ten days after receipt of 
the notice of dissent. If the amounts so offered are not agreeable 
to either the corporation or the shareholder, either may petition the 
common pleas courst of the county in which the constituent or the con-
solidated corporation maintains its principal office to determine the 
a.mount of such fair cash value. The shareholders demand for payment 
of the fair cash value of shares may not be withdrawn without the con-
sent of the corporation, but it is nullified if the corporation fails 
to execute the plan of consolidation. 
CB.APTER XI 
CONCLUSIONS 
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Throughout the preceding chapters attention has been directed to sec-
tions of the Ohio Corporation Acts which contain provisions not in accord 
with accepted accounting principles and procedures. In each case the atti-
tude of the accounting profession has been reflected by reference to author-
itative sources. Admittedly some of the weakness pointed out are minor but 
others are serious almost to the point of being dangerous. Realizing these 
failings some suggestion as to correction must be made. 
Experience has shown that law is one of the last professions to admit 
what is common practice. Many features of long standing accounting princi-
ples are just now being recognized by the legal profess ion. id th patience 
and forbearance maybe many present day practices and principles will eventu-
ally wend their way into legal expression. 0ntil that time arrives there 
are only two directions in which effort can be directed--(1) determination 
of the existing faults and the manner of their correction, and (2) exertion 
of every effort to shorten the period between col!IL10n usage and legal expres-
sion. 
A word of caution is mandatory lest the law reach out so far as to 
prescribe standard accounting. Accountancy, like other professions, finds 
its expression in the judgements of the capable and responsible practition-
er. While law should provide the means of regulating the profession the 
same as other professions, it should not demand a stereotyped solution 
anymore than it would require a doctor to administer a definite medicine 
for a particular symptom. In both instances the application must be based 
upon the sound judgement of the practitioner to suit the particular situ-
ation if the proper remedy is to be effected. This cannot be accomplished 
by relegating accounting to the pure mechanical procedures of bookkeeping. 
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Of necessity the law must contain provisions which fall within the 
realm of accounting. These measures should be kept to a minimum. It is 
not intended that the law contain all the accounting principles and prac-
tices but rather that the few which it must contain be in agreement with 
accepted accounting theory and practice. To accomplish this end the 
legislators shouid look to the accounting profession for the correct ex-
pression of these provisions. unfortunately the lawmakers are not aware 
of the deficiencies, or being aware are not interested. Under such cir-
cumstances the initiative for corrective action reverts to the profession. 
Accountants,therefor, if they are to have good laws, must undertake pro-
grams to focus the attention of the necessary parties upon the proper 
correction of these shortcomings. 
Accounting principles have been developed as a result of study and 
experience. Although there are many theories devoted to the treatment of 
the many items within the field of accounting, for the most part there 
exists only one generally accepted practice in usage at the present time, 
and it is this practice with which we are primarily concerned. This does 
not mean, however, that the principles and practices in vogue at present 
are to be considered final as they are subject to change ·with the passage 
of time and the development of other theories--either existant today or 
yet to be formulated in the future. Changes in accounting theory are not 
of sufficient consequence or subject to as rapid a change as the above 
statement might infer, and to place the corporation laws on a sound ac-
counting basis is neither impossible nor impractical. ~ince the statutes 
are constantly undergoing revision caused by changes in theories other 
than accounting, i.e., law, finance, etc., any changes necessitated by 
development and acceptance of new accounting theories would not create 
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